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Enancial statements are the basis for a wide range of business analysis.
Managers use them to monitor and judge their firm’s performance relative to its com-
petitors, to communicate with external investors, to help judge what financial policies
they should pursue, and to evaluate potential new businesses to acquire as part of their
investment strategy. Securities analysts use financial statements to rate and value com-
panies they recommend to clients. Bankers use them in deciding whether to extend a
loan to a client and to determine the loan’s terms. Investment bankers use them as a basis
for valuing and analyzing prospective buyouts, mergers, and acquisitions. And consult-
ants use them as a basis for competitive analysis for their clients. Not surprisingly, there-
fore, we find that there is a strong demand among business students for a course that
provides a framework for using financial statement data in a variety of business analysis
and valuation contexts. The purpose of this book is to provide such a framework for
business students and practitioners.

KEY FEATURES

This book differs from other texts in business and financial analysis in a number of im-
portant ways. In the first two parts of the book, we introduce and develop a framework
for business analysis and valuation using financial statement data. In Part 3, we show
how this framework can be applied to a variety of decision contexts. We use Compaq
Computer Corporation, whose annual report data are provided in Part 5, to illustrate both
the framework and the applications. Part 4 provides a variety of cases that can be used
to develop the concepts discussed in the text.

Framework for Analysis

In the framework section, we identify four key analysis components:

 Business Strategy Analysis
 Accounting Analysis

* Financial Analysis

* Prospective Analysis

The first of the components, business strategy analysis, involves developing an un-
derstanding of the business and competitive strategy of the firm being analyzed.




vi

Preface

Accounting analysis implies examining how accounting rules and conventions represent
the firm's business economics hnd strategy in its financial statements and, if necessary,
developing adjusted accounting measures of performance. To analyze performance, fi-
nancial analysis utilizes financial ratio and cash flow measures of operating, financing,
and investing performance of a company, relative either to key competitors or historical
data. Finally, under prospective analysis we show how to develop forecasted financial
statements and how to use these to make estimates of firm value. Our discussion of val-
uation includes traditional cash flow methods as well as methods linked more directly
to accounting numbers. ,

While we cover all four components of business analysis and valuation in the book,
we recognize that the extent of their use depends on the user’s decision context. For ex-
ample, bankers are likely to use business strategy analysis, accounting analysis, finan-
cial analysis, and the forecasting portion of prospective analysis; they are less likely to
be interested in formally valuing a prospective client.

Application of Framework to Decision Contexts
The decision contexts that we include in the third part of the book are:

* Securities Analysis

¢ Credit Analysis

* Merger and Acquisition Analysis

* Corporate Financing Policies Analysis

* Management Communications Analysis

For each of these topics we present an overview chapter to provide a foundation for
class discussions. Where possible we discuss relevant institutional details and results of
academic research that are useful in applying the analysis concepts developed in the first
section of the book. For example, the chapter on credit analysis shows how banks and
rating agencies analyze financial statement data to develop lending decisions and to rate
public debt issues. This chapter also discusses academic research on how to analyze
whether a company is financially distressed.

Case Approach

We have found that a course in business analysis and valuation is significantly en-
hanced, both for teachers and students, by using cases as a pedagogical tool. Students
want to develop “hands-on” experience in applying the concepts of business analysis
and valuation in decision contexts similar to those they will encounter in the business
world. Cases achieve this objective in a natural way by presenting practical issues that
might otherwise be ignored in a traditional classroom exercise. Our cases all present
business analysis and valuation issues in a specific decision context, and we find that
this makes the material more interesting and exciting.

To supplement the cases, we provide summary questions at the end of each chapter.
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These questions may be used for class discussion or for assignment material.

USING THE TEXT

The text is most effectively used in an undergraduate course in financial statement anal-
ysis or in an MBA course.

Prerequisites

To get the most out of the text, students should have completed basic courses in financial
accounting, finance, and either business strategy or business economics. The text pro-
vides a concise overview of some of these topics, primarily as background for preparing
the cases. But it would probably be difficult for students with no prior knowledge in
these fields to use the chapters as stand-alone coverage of them. We have integrated only
a small amount of business strategy material into each case.

The extent of accounting knowledge required for the cases varies considerably. Some
cases require only a basic understanding of accounting issues, whereas others require a
more detailed knowledge at the level of a typical intermediate financial accounting
course. However, we have found it possible to teach even these more complex cases to
students without a strong accounting background by providing additional reading on the
topic. For some cases, the Teaching Manual includes a primer on the relevant account-
ing issue, which instructors can hand out to help students prepare the case.

How to Use the Text and Case Materials

The materials can be used in a variety of ways. We teach the course using almost a pure
case approach, adding relevant lecture sections as needed. However, a lecture class
could be presented first, followed by an appropriate case. It is also possible to use the
text material primarily for a lecture course and include some of the discussion questions
and cases as in-class illustrations of the concepts discussed in the text. Alternatively, lec-
tures could be used as a follow-up to the cases to more clearly lay out the conceptual
issues raised in the discussion of the cases.

We have designed the cases so that they can be taught at a variety of levels. For stu-
dents who need more structure to work through a case, the Teaching Manual includes a
set of detailed questions which the instructor can hand out before class. For students who
need less structure, the Teaching Manual includes a set of recommended questions.

The cases may be enriched with current information by encouraging students to visit
the Internet sites of the companies discussed in the cases or mentioned in the text. In ad-
dition, we encourage instruetors and students to visit South-Western’s Palepu/Bernard/
Healy Internet pages (www.swcollege.com/swep/acct/palepu/palepu.html) for links to
selected companies.

vil
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A Framework for Doing Business Analysis Using
Financial Statements

Tle purpose of this chapter is to outline a comprehensive framework
for financial statement analysis. Because financial statements provide the most widely
available data on public corporations’ economic activities, investors and other stake-
holders rely on financial reports to assess the plans and performance of firms and corpo-
rate managers.

A variety of questions can be addressed by doing business analysis using financial
statements, as shown in the following examples:

* A security analyst may be interested in asking: “How well is the firm I am follow-
ing performing? Did the firm meet my performance expectations? If not, why not?
What is the value of the firm’s stock given my assessment of the firm’s current and
future performance?”

* A loan officer may need to ask: “What is the credit risk involved in lending a certain
amount of money to this firm? How well is the firm managing its liquidity and sol-
vency? What is the firm’s business risk? What is the additional risk created by the
firm’s financing and dividend policies?”

« A management consultant might ask: “What is the structure of the industry in which
the firm is operating? What are the strategies pursued by various players in the in-
dustry? What is the relative performance of different firms in the industry?”

* A corporate manager may ask: “Is my firm properly valued by investors? Is our in-
vestor communication program adequate to facilitate this process?”

« A corporate manager could ask: “Is this firm a potential takeover target? How much
value can be added if we acquire this firm? How can we finance the acquisition?”

* An independent auditor would want to ask: “Are these financial statements consis-
tent with my understanding of this business and its recent performance? Do these

1-1
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financial reports communicate the current status and significant risks of the
business?”

Financial statement analysis is a valuable activity when managers have complete in-
formation on a firm’s strategies and a variety of institutional factors make it unlikely that
they fully disclose this information. In this setting, outside analysts attempt to create “in-
side information” from analyzing financial statement data, thereby gaining valuable in-
sights about the firm’s current performance and future prospects.

To understand the contribution that financial statements analysis can make, it is im-
portant to understand the institutional forces that shape financial statements. Therefore,
we present first a brief description of these forces; then we discuss the steps that an an-
alyst must perform to extract information from financial statements and to provide valu-
able forecasts. :

FROM BUSINESS ACTIVITIES TO FINANCIAL STATEMENTS

Corporate managers are responsible for acquiring physical and financial resources from
the firm’s environment and using them to create value for the firm’s investors. Value is
created when the firm earns a return on its investment in excess of the cost of capital.
Managers formulate business strategies to achieve this goal, and they implement them
through business activities. A firm’s business activities are influenced by its economic
environment and its own business strategy. The economic environment includes the
firm’s industry, its input and output markets, and the regulations under which the firm
operates. The firm’s business strategy determines how the firm positions itself in its en-
vironment to achieve a competitive advantage.

As shown in Figure 1-1, a firm’s financial statements summarize the economic con-
sequences of its business activities. The firm’s business activities in any time period are
too numerous to be reported individually to outsiders. Further, some of the activities un-
dertaken by the firm are proprietary in nature, and disclosing these activities in detail
could be a detriment to the firm’s competitive position. The firm’s accounting system
provides a mechanism through which business activities are selected, measured, and ag-
gregated into financial statement data.

An analyst using financial statement data to do business analysis has to be aware that
financial reports are influenced both by the firm’s business activities and by its account-
ing system. A key aspect of financial statement analysis, therefore, involves understand-
ing the influence of the accounting system on the quality of the financial statement data
being used in the analysis. The institutional features of accounting systems discussed be-
low determine the extent of that influence. "

Accounting System Feature 1: Accrual Accounting

One of the fundamental features of corporate financial reports is that they are prepared
using accrual rather than cash accounting. Unlike cash accounting, accrual accounting



